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Letter to Stockholders

In fiscal 2004, we saw our sales increase to $4,756,439 from sales of $4,474,308
in fiscal 2003. Our net income for fiscal 2004 also increased to $111,420, or $0.01
per basic and diluted share, from net income of $108,925, or $0.01 per basic and
diluted share, for fiscal 2003.

While sales volume of neurosurgical products decreased slightly in fiscal 2004, sales
of dental products increased and a contribution from sales to Stryker Corporation
for market evaluation units further contributed to sales volume. Sales to Codman &
Shurtleff, Inc. accounted for approximately $4,099,000, or 86% of sales, as compared
to $4,231,000, or 95% of sales, for fiscal 2003. Sales of dental products increased to
approximately $422,000, or 9% of sales, in fiscal 2004 from approximately $185,000,
or 4% of sales, in fiscal 2003 and sales to Stryker Corporation were approximately
$189,000 in fiscal 2004 as compared to no sales in fiscal 2003.

As a Company, we are taking proactive steps to expand the distribution channels
for our products, increase our manufacturing efficiencies and capacity and position
Valley Forge for future growth. In fiscal 2005 and beyond, we plan to expand
the market for our products with our new multifunctional bipolar electrosurgical
generator and single-use hand switching bipolar instruments, new products based
on our proprietary lesion generator technology and other products and product
refinements. We are also considering product modifications and other strategies
for our dental products.
Q

Subsequent to year-end, we entered into three key agreements, which will help
shape Valley Forge’s future. We entered into agreement with Codman & Shurtleff,
Inc., which sets forth our relationship with Codman through December 31, 2005
for the distribution of our existing neurosurgical products. We also entered into a
supply and distribution agreement with Stryker Corporation for the distribution
and sale of a generator for minimally invasive pain treatment. Finally, we entered
into an agreement with Dr. Leonard I. Malis, providing Valley Forge with the option
to acquire his Malis® trademark.

We have developed a new multifunctional electrosurgical generator, which will
be the premier generator in our line. This generator has many new capabilities
and will have a new ‘look’ as well as enhanced features, including a ‘monopolar
like’ cutting capability. The generator will make use of a new proprietary hand
switching bipolar electrosurgical instruments that will take Valley Forge into a new
arena of instrument development. We have also commenced an arrangement
with a company that possesses electrosurgical instrumentation capabilities for
development and manufacture for these instruments. This new arrangement
will expand our disposable instrumentation development and manufacturing
capabilities.

The new agreement we entered into with Codman & Shurtleff, Inc., our principal
customer, restores stability to this critical and long-standing distribution alliance
and defines the business relationship through December 31, 2005. Under the
agreement, Codman continues to have distribution rights to our existing products
in the fields of neurocranial and neurospinal surgery and is given certain rights
related to the marketing of our new multifunctionat electrosurgical generator and
disposable instrumentation in the fields of neurocranial and neurospinal surgery.
Under this agreement, as amended in March 2005, Codman continues to be the
exclusive worldwide distributor of Valley Forge’s existing products in the fields of
neurocranial and neurospinal surgery through September 30, 2005, or such earlier
date as provided in the amendment, and the nonexclusive distributor in those
fields until December 31, 2005. For the period of exclusivity, Codman is required to
make minimum purchases of $1 million per calendar quarter.

The supply and distribution agreement we entered into with Stryker Corporation
is for the distribution and sale of a generator for the minimally invasive treatment
of pain. The supply and distribution agreement is the culmination of over two
years of collaborative effort with Stryker. The pain control generator is an
important new application for Valley Forge’s technology and represents a new
capability for the pain control market. This product was introduced into the
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VALLEY FORGE SCIENTIFIC CORP. AND SUBSIDIARY 2004 ANNUAL REPORT

SELECTED FINANCIAL DATA

Fiscal year ended September 30, 2003 2002 2001 2000

Net Sales $4,756,439 $4,474,308  $5,021,931 $5,263,485 $4,397,939

Operating Income (Loss) 178,054 155,427 632,000 485,746 (110,817)
Net Income (Loss) 111,420 108,925 380,527 330,221 (54,312)
Basic Earnings per share (Loss) 0.01 0.01 0.05 0.04 (0.01)

Fully Diluted Earnings (Loss) per share 0.01 0.01 0.05 0.04 (0.01)
BALANCE SHEET DATA

September 30, g 2003 2002 2001 2000

Current Assets $3,976,550 $3,777,456  $3,981,746 $3,516,992 $3,093,698

Total Assets 4,523,238 4,374,413 4,570,035 4,171,214 3,852,079

Current Liabilities 258,069 216,457 353,281 283,186 182,185

Long Term Liabilities 15,743 19,950 14,357 19,280 20,661

Retained Earnings (Deficit) 720,896 609,476 500,551 120,024 (210,197)
Stockholders’ Equity $4,249,426 $4,138,006  $4,202,397 $3,868,748 $3,649,233
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Management's Discussion and Analysis of Financial Condition and Results of Operations (continued)

During fiscal 2004, we extended the distribution agreement
with Codman on a quarterly basis until September 30, 2004. On
October 15, 2004, we entered into a new agreement with Codman
which defines our business relationship from October 1, 2004 to
December 31, 2005. Under the new agreement, Codman contin-
ues to be the exclusive worldwide distributor of our existing prod-
ucts in the fields of neurocranial and neurospinal surgery through
March 31, 2005, and the nonexdlusive distributor in those fields
until December 31, 2005, as those terms may be extended by
mutual agreement of the parties. For the period from October 1,
2004 to March 31, 2005, Codman has agreed to make minimum
purchases of $1 million per calendar quarter.

For fiscal 2004, sales of the Bident® Bipolar Tissue Management
System for dental applications were approximately $422,000, or
9% of sales as compared to approximately $185,000, or 4% of
sales, for fiscal 2003 and approximately $347,000, or 7% of sales,
for fiscal 2002. Sales of the Bident® Tissue Management System
of $35,250 in the fourth quarter of 2004 decreased as compared
to the sales in the third quarter of fiscal 2004 as we directed more
of our resources towards the completion of a new lesion genera-
tor for the percutaneous treatment of pain and our distribution
arrangement with Stryker for that product. For fiscal 2005, we
are considering product modifications and other strategies for our
dental products.

During fiscal 2004, we had sales to Stryker of approximately
$189,000, which includes sales of demonstration units of a lesion
generator for percutaneous treatment of pain. On October 25,
2004, we entered into a supply and distribution agreement with
Stryker for that generator. The supply and distribution agreement
is for a term commencing on November 11, 2004 and ending on
December 31, 2009, under which Stryker has agreed to make
minimum purchases of approximately $900,000 in the first
agreement year for a combination of sales demonstration units
and commercial sale units and minimum purchases of approxi-
mately $500,000 per year for commercial sale units in each of the
second and third agreement years. Minimum purchase require-
ments for agreement years four and five are to be determined by
the parties based on market conditions and other factors. The
agreement also provides Stryker certain rights for other new
product concepts developed by Valley Forge in both pain control
and expanded market areas.

SALES BY MEDICAL FIELD

The table below sets forth our sales by medical field of

“Generators, Irrigators and Other Products” and “Disposable
Products” for fiscal 2004, 2003 and 2002. Sales of “Generators,
Irrigators and Other Products” in “Other fields” represent sales
to Stryker Corporation and sales of “Disposable Products” in

“"Other fields” represent sales to Boston Scientific Corporation and
direct sales to hospitals.

2004 2003 2002

Generators, Irrigators and Other Products

Neurosurgery field $2,115,536  $2,092,830 $2,627,233
Dental field 366,795 168,338 347,000
Other fields 187,750 - -
Total of all fields: $2,670,081 $2,261,168 $2,974,233
Disposable Products

Neurosurgery field $1,754,276 91,894,743  $1,584,230
Dental field 68,810 16,160 -
Other fields 31,929 23,505 31,850
Total of all fields: $1,855,015  $1,934,408 $1,616,000

In fiscal 2004, 56% of our sales related to sales of bipolar
electrosurgical generators, irrigators and accessories as compared
to approximately 52% and 59% of our sales in fiscal 2003 and
2002, respectively. Sales of disposable products accounted for
approximately 39% of our sales in fiscal 2004 as compared to
approximately 40% of our sales in fiscal 2003 and approximately
32% of our sales in fiscal 2002.

Cost of sales for fiscal 2004 was 49% of sales, compared with
51% of sales, for fiscal 2003. During fiscal 2002, cost of sales was
49% of sales. Gross margin was 51% for fiscal 2004 as compared
to 49% for fiscal 2003 and 51% for fiscal 2002.

The increase in gross margin as a percentage of sales in fiscal 2004
as compared to fiscal 2003 is primarily attributable to increased
sales volume. We cannot be sure that gross margins will remain
at current levels or show improvement in the future due to the
distribution channels used, product mix, and fluctuation in manu-
facturing production levels and overhead costs as new products

are introduced. [n addition, inefficiencies in manufacturing new
products and the distribution channels utilized to sell those prod-
ucts may adversely impact gross margin.

OPERATING EXPENSES

Selling, general and administrative expenses increased to
$1,713,325, or 36% of sales, in fiscal 2004, from $1,523,751, or
34% of sales, in fiscal 2003, and from $1,503,001, or 30% of sales,
in fiscal 2002. Selling, general and administrative expenses reflect
increased selling and marketing expenses incurred in connection
with implementing the sales and marketing plan, which we com-
menced in fiscal 2003, for the Bident® Bipolar Tissue Management
System and increased transactional legal fees incurred during the
fourth quarter of fiscal 2004.

Research and development expenses were $508,287, or 11%
of sales, in fiscal 2004, $489,930, or 11% of sales, in fiscal
2003, and $360,111, or 7% of sales, in fiscal 2002. We wi
continue to invest in research and development to expand our
technological base for use in both existing and additional dlini-
cal areas. The increase in research and development expenses
in fiscal 2004 was primarily related to the continued develop-
ment of our new multifunction bipolar electrosurgical generator
and instrumentation and the completion of the lesion generator
for use in the percutaneous treatment of pain for which we en-
tered into a supply and distribution agreement with Stryker on
October 25, 2004.

OTHER INCOME AND EXPENSE, NET

Other income and expense, net, increased for fiscal 2004 to
$23,030 from $11,451 for fiscal 2003 and decreased from $23,111
for fiscal 2002 due primarily to interest income. At the end of fiscal
2004, we had $2,322,559 in cash and cash equivalents as com-
pared to $2,305,556 at the end of fiscal 2003 and $2,543,898 at
the end of fiscal 2002.

INCOME TAX PROVISION
The provision for income taxes was $89,664 for fiscal 2004 as

compared to $57,953 for fiscal 2003 and $274,584 for fiscal 2002.
Our effective tax rate in fiscal 2004 was approximately 45% as




UMOUY JBLJO PUB SUINJ3I S3|es [BLL0)SH U0 S3IBWISA 353yl 35eq
3/ "PAPI0I3I 3IB SINUSAAI PIIBJAI DY} Se poLad LS ) Ul sanua
-A34 32npoid Lo S3DUBMOJ|E pUR SUINI2I S3[BS PAIBWIISI 10} OIS
-1n01d B P03 9AA "RININY AU} UI STUNOIE [NIGNOP 10} SDUBMO||E
40 Junowe papiodal sy} abueyd Aew am ‘abueyd o1 atam anp 1sed
3Ie S3(GeAIRDRI Jey) JWwN JO Y1BUs| 3Y) JO SIBWOISNI JO UOHIPUOD
[epURUY 3Y] J} *9duBLRUXD [EDLOISIY UNO PUE JUBLILOIIAUD SSBU
-ISng JuaNd ay) ‘anp 1sed aie s3|geARIBI Byl awn Jo Yyibuad| ayy
UO PISE] SIUNOIE NJIGNOP 10§ SIDULMO||P PI0II BM ‘SIBLIOISND
13410 [|e 104 "193]j03 0} 13dxa Ajqeucseal am 1ey) Junowe syl 01
3]qeAIRd3) paziubodal 13U 8Y) 3anpal 0} anp syunoue isuiele aue
-MO[B UB PIOJ3) 3M ‘SN 0} suonebljqo [erueuly S)1 183l 0) a|geun s|
BWOISNI Jyads B aIBYM SIIUBISWNIID Uf SIOLIE} JO UOHRUIGWIO)
B UO P3seq d|qeAIddR! SIUN0Ie Jo ANIQNIS|I00 BY alenjead apy

S1SOD ALNVYYVM ANV SNYNLIY
$371VS ‘SLNNODDVY TN419N0d Y04 SIDNVMOITY

"SJUSLLBLEIS (BPuRUI
pajepljosuo?) ayy jo uoljeiedald ayy ur pasn sajewiisa pue ‘suoll
-dwnsse ‘syuawbpnl Aq Apuediiubis paydedu aie sapijod Buiunod
e [eanud Buimojjoy ay] 'selewis? asayl wol Ajeualew Jajip
PINO> SYNSal [enydy “saxe] pue ‘sableyd (epads 1aLo pue sapuab
-Unuod 's1503 Aluesem ‘SUBMO|E AIOJUBAUL ‘SUINIAI SAlES pue
SIUNODE [RJIGNOP 10} BIUBMO|[E BY) 10} Bununoe ays ‘o) paiiw
10U 1nq '10} Pasn d1e SIIBWIIST "SIUDWIAIEIS |BPUBL PAIEPIOSUOT)
3y} Jo uoniesedaid ay3 ul pasn spoylaw pue sapiod bununoxe
WedIUBIS BY1 53GLISAP SIUBLUAIRIS [BIDUBLIY PAIRPIOSUOY) B 01 |
310N “sajou buiuedwodde pue sjuswleIS [ERUBLY PIIRPIOSUD)
3y} ul paniodal s)unowe 34} 1994 Jey) sa1ewnsa pue 'suonduwns
-se ‘sjuswibpnl axew 01 Juswsbeuew sainbal sa1eIs panun syl
ul pajdende Ajessusb sajdpuud Bupunoxe yum Ayunopuod
SIINSOPSIP Palejo) pue Sluswlels [enueul jo uoneledasd sy

S3ID170d ONILNNODDY
TVYIILI¥D GNVY SILVYINILST 4O 3SN

"3Ul[ SIY} U0 3duejeq BUIPUBISING OU SEM 313U} 7007 '0F Joquieidas
10V 'F00Z '0€ Jquiaidas 1e 000'000'€§ SPaadxa yom Jau 3|qibuey
WUBLND N "000°000’E$ UBY} SS3] OU Jo YLom 13U 3jqibue) e aney
0} SN SauNbay pue PaInIBsUN S| UOHBPOWIWIONIE PaD 3y] el [en
-IBUILUO [EUOEU S yueq 3y 1e pabieyp aq o) 153131U1 10} S|jed YdILMm
VN Hjueg emoudean Yum 000°000°L$ JO UPa Jo dull B ARy A

‘uonnadwon pue sieaoidde Aioyenbal jo smess
ayy ‘sadld Juaind 1e SpuPWSP iNO 193t 01 anuuod 0} sialddns
no Jo Aljige sy ‘s)sdzew [eaup 1aylo ui sanpold Jo uonezien
-1IBWwWod pue Juawdojansp ‘snpod Bunsixa o Buizijernawwod
ut ss90ans 8y} ‘spnpoid 1no bunnquisip pue Buyas ‘bunayew u
puadxa am spuny ayi Buipnpul ‘s103e} snosdwinu uo puadap |im
Sjuatainbai ejided pue Aypinby| aanIny INQ “SuLkR) pue salel
-nadwod 1e spuny alenbape Mo1aq PInod am A3l am Aiessa
38U Q1| P|NOYS "I9ASMOH "3inlny Jeau a1 ul suoliesado Ino punj
0] UBDIHNS 3q [|IM SAIIRY M LDIYM "SIU|RAINDS Ysed pue ysed jo
seduejeq Bunsixa pue suotesado woly smof) ysed yum Aedpuud
spaau |eyded pue Hupersdo une aueury 03 ueld 3 6SS'TZE TS
10 sluajeanba ysed pue ysed pey am ‘p00z '0f Jaquisidas 1y

“s)uajed o Jo UIRLIR) pue yJewspel] ayl

11591811 AINDBS B Y1IM PaIndas ajou Alossiwold e Ag paduaping aq
HA LPIYM pue (1 '651$ 40 Suawjeisul Ausuenb jenbs xis-Ajuam)
Ul “1S3491Ul S3PN|RUN UDIYM “BSO'/GL'YS St | preuos aq Aed |im
am ‘uondo ay) asDJexa 0] P3P 3M 1Byl JUBAS YL U} 18k 01 Jeak
WioJ) 158J3 Ul uondo a1 anUNUO 0} J3pIo Ul AIRSIBAILUR YLINO) BU}
10§34 000°09$ O} DUISEIDUI pUB SILBSIZAIUUE OML 1511} BYY JO LB
10§ 000°0Z¢$ 10 Juswaaibe uondo ay) jo Alesisauue YIea 310j3q 93}
[enuue ue Aed o1 pasinbai ale pue uondo auy 10} 00G'SES SIIEW |
pIeu0a] 1 pled spA “sieak any o porad e 1ano awi Aue je yreusspesn
@sllely 3yl annbde oy uondo ue pajuelb aie am Juswaalbe uondo
3yl Japun SIiey | pIRUOST “I( WOl jiewspes @SIely 3yl Iseyd
-ind 03 Juawaalbe uondo Ue oI PAIBILS BM Q0T ‘TZ 19010 UQ

ue|d sy Jopun aseypindai 1oj ajqe|ieae SI 1YL 006'SE JO Aduejeq e
Buies) ‘ued ay) Japun }D01S UOLIIOD INO JO SAIRYS 0L 'PSL PISEYD
-IndaJ 8ABL am ‘3)ep 0] "pallal 31am paseyR.Ndal XD0s UoLWOD Jo
saleys ayl ||y "ueld aseyindal 303s ayp o} Juensind Y2015 LOLIWOD
1IN0 Jo Saieys 009'/ZL aseyndal 03 91Z'€/ 1§ PIsN 9Mm ‘00T [eIS
uj “ued siyy o) wensind $QOg [BISY Ul Y01s Ino Jo Aue aseypind
10U PIp 37 OIS UOWLWIOD INO JO S3JeYS 0'00Z 0} dn aseyind
03 uejd aseydindal mau e pazuoyine pue ueid aseypindal Yos bul
-ISIX3 U3Y1 JNO Pajewusa) SI01aliq Jo pieog Ino ‘zopg Isnbny u|

7002 12251y 10} 1£1°9€1§ pue
£007 [2251} 10} /69'9G1$ 01 pasedwod se 00z (eIsK JO pua 3yl 1e
[96'[7L§ 01 paseanap Juswdinba pue Auadord 1o -suonesado
BunnyeuRW N0 YlM UoRIBUUD U SJudWwIAoIdw Buip|ing pue
wewidinbs Jo aseydund ayy 10} /88°07$ PasN am ‘OOT 1@IsH U

‘Ajanae
safes aiminy pajedidnue poddns o) Ajuewnd spA3| asay 1e
1day arem sauojusaul Cuied jo uswiean snosueindd ay)
10§ J0je1zush uoise| ayy jo sajes pajedidnue 133w 01 Alojusaul
paseadu; 01 anp Ajuewnd sem 3seanu) syl "£00z (8IS Jo
pus 8yl 1 €81'G//$ 01 pasedwod pQQZ |eISl 4O pud Byl 1e
709'18L$ 01 '£08'9L$ Aq paseanul salioluaAul ‘pOQZ [e3sY Ul

7007 |51 Buinp sajes paseany pue siuawdiys
4o Buwn ay3 o1 anp Ajledpuud sem 3jGeAIIAI STUNOIE L AsLanUl

YL "F00T [eISY 4O pud 3yl 18 p7Z'9K9¢ JO [el01 e 0 816°787$
Aq paseainul SaUBME||e JO 13U B[GeAIZDBI SIUNODIE "FO0T (2SI U]

"S185SE XE) palIayap Ul (ZE°87$
pue Aiousaul ul /08'9/$ ‘8|GeAIBIaS SIUNGIR Ul 816'782%
0 saseanul Aq 1950 798'se$ Jo o|gehed saxel awodul
pue sasuadxa panide ‘sjqefed sjunode Ul asealdul ue pue
€£4°£11$ 10 S13sse Jusund Jsylo pue sway predaid ul aseasn
-9p e ‘swall ysed-uou Joj susuisnipe jo 18u syyoid buiesado
0] 3|geinguue Ajuew sem saade bunesado Aq papiacid
Used 8y "€00¢ [e2sl Ul pasn $00'6$ 01 pasedwod se 4oz
[eISH 10} £/G'EE€$ sem saianoe buielado Aq papinoid ysed

"$59] 10 shep
fsuiu jo sanumew jeublio yum pinby Alybiy ase suajeanbe
ysed 3y Aujge buimoirog no se [|am se ‘saduejeq Alojudaul
pue 8|geAlsdal sunodde ‘siusfeainbs ysed ‘ysed ate Aupinby) ino
40 sanseaw Arewid ayj "z00Z [BISY O PUS Y1 I8 GOP'8TI'ES
pue €00z [PISl JO Pud Ayl 1B 666'095'ES 01 pasedwod [e]
-ide> bunpiom up 18p'81/'e$ Pey am 'y00Z '0€ Jequiaidas 1y

$224n0s3y |eride) pue Aupinbi

"Z00T (B35l 10} SO0 PUB €007 (2351 104 L0'0$ 4O BIeys
Jad awodul pan|ip pue iseq o} palediod se pOOz [B351) 10} 1O'0%
sem a1eys Jad SwWodU) paINIP pue Jiseq "ZO0T [BISY 10} £7508ES
Sem BLIODUI 13N "€007 2751} 10§ 76801 JO BLIODUI 13U 0} pased
-Wod Se ‘70 8351 1o} OZb'LLL$ 0} Apybljs paseainul awodu] 19N

JNODNI 13N

700¢ [edsh Ul %y
Asrewxordde pue €00z [e51) Ul %G Apiewixoidde 0} paredwod

(penuiiuod) suonesad( 4o SNS3Y Pue UOIIPUC) |elDUBULY JO SISA|RUY pue UOISSNISIQ S,1udwabeueyy




Management's Discussion and Analysis of Financial Condition and Results of Operations (continued)

factors. Actual returns could be different from our estimates and
the related provisions for sales returns and allowances, resulting in
future changes to the sales returns and allowances provision. Our
warranty obligation is affected primarily by product that does not
meet specifications within the applicable warranty period and any
related costs to repair or replace such products. Should our actual
experience of warranty claims differ from our estimates of such
obligations, our provision for warranty costs could change.

INVENTORIES

Inventories, consisting of purchased materials, direct labor and
manufacturing overhead, are stated at the lower of cost, deter-
mined by the moving average method, or market. At each bal-
ance sheet date, we evaluate inventories for excess quantities and
identified obsolescence. Our evaluation includes an analysis of
historical sales levels by product and projections of future demand,
as well as estimates of quantities required to support warranty and
other repairs. To the extent that we determine there are excess
quantities based on our projected levels of sales and other require-
ments, or obsolete material in inventory, we record valuation re-
serves against all or a portion of the value of the related parts or
products. If future demand or market conditions are different than
our projections, a change in recorded inventory valuation reserves
may be required and would be reflected in cost of revenues in the
period the revision is made.

AMORTIZATION PERIODS

We record amortization of intangible assets using the straight-line
method over the estimated useful lives of these assets. We base
the determination of these useful lives on the period over which
we expect the related assets to contribute to our cash flows or in
the case of patents, their legal life, whichever is shorter. If our as-
sessment of the useful lives of intangible assets changes, we may
change future amortization expense.

DEFERRED TAX ASSETS AND LIABILITIES

Our deferred tax assets and liabilities are determined based on dif-
ferences between the financial statement and tax bases of assets
and liabilities using enacted tax rates in effect for the year in which
the differences are expected to reverse. Deferred tax assets are

reduced by a valuation allowance when a determination is made
that it is more likely than not that a portion or all of the deferred
tax assets will not be realized.

LOSS CONTINGENCIES

We are subject to claims and lawsuits in the ordinary course of our
business, including claims by employees or former employees, with
respect to our products and involving commercial disputes. Our
financial statements do not reflect any material amounts related
to possible unfavorable outcomes of claims and lawsuits to which
we are currently a party because we currently believe that such
claims and lawsuits are either adequately covered by insurance or
otherwise indemnified, and are not expected, individually or in the
aggregate, 1o result in a material adverse effect on our financ
condition. However, it is possible that our results of operations,
financial position and cash flows in a particular period could be
materially affected by these contingencies if we change our assess-
ment of the likely outcome of these matters

GOODWILL IMPAIRMENT

We perform goodwill impairment tests on an annual basis and be-
tween annual tests to determine if events or circumstances indicate
that goodwill may have been impaired. In response to changes in
industry and market conditions, we may be required to strategi-
cally realign our resources and consider restructuring, disposing, or
otherwise exiting businesses, which could result in an impairment
of goodwill. Impairment is measured by the difference between the
recorded value of goodwill and its implied fair value when the fair
value of the reporting unit is less than its net book value.

IMPAIRMENT OF LONG-LIVED ASSETS

Long-lived assets and certain identifiable intangible assets to be held
and used are reviewed for impairment whenever events or changes
in circumstances indicate that the carrying amount of such assets
may not be recoverable. Determination of recoverability is based on
an estimate of undiscounted future cash flows resulting from the use
of the group of assets and their eventual disposition. Measurement
of an impairment loss for long-lived assets and certain identifiable
intangible assets that management expects to hold and use is based
on the fair value of the asset. Long-lived assets and certain identifi-

able intangible assets to be disposed of are reported at the lower of
carrying amount or fair value less costs to sell.

STOCK-BASED COMPENSATION

We account for stock-based employee compensation using the
intrinsic value method of accounting. Under this method, em-
ployee stock-based compensation expense is based on the dif-
ference, if any, on the date of the grant between the fair value
of the Company's stock and the exercise price of the award. We
account for stock options issued to non-employees using the fair
value method of accounting, which requires us to assign a value
to the stock options issued based on an option pricing model,
and to record that value as compensation expense. We use the
Black-Scholes option pricing model. If we were to account for stock
options issued to employees using the fair value method of ac-
counting rather than the intrinsic value method, our results of op-
erations would be significantly affected.

Special Note mm@mag@ Forward
Looking Statements

The information provided in this Annual Report, including state-
ments under “Management’s Discussion and Analysis of Financial
Condition and Results of Operations” and elsewhere contain in
addition to historic information, “forward looking” statements or
statements which arguably imply or suggest certain things about
our future, Statements which express that we “believe”, “anticipate”,

“expect”, or “plan to” as well as other statements which are not his-
torical fact, are forward looking statements within the meaning of
the Private Securities Litigation Reform Act of 1995. These include
but are not limited to statements about: any competitive advantage
we may have as a result of our installed base of electrosurgical gen-
erators in the neurosurgery market; our belief that our products ex-
ceed industry standards or favorably compete with other companies’
new technological advancements; and the future success of our new
products and disposable instrumentation in the neurosurgery and
other markets; our ability, along with the third parties with whom we
contract, to effectively distribute and sell our products and the con-
tinued acceptance of our products in the marketplace. These state-
ments are based on assumptions that we believe are reasonable, but
a number of factors could cause our actual results to differ materially
from those expressed or implied by these statements including:

1
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Management's Discussion and Analysis of Financial Condition and Resulis of Operations (continued)

We cannot be certain that our devices and procedures will be able
to replace those established treatments or that either physicians
or the medical community in general will accept and utilize our
devices or any other medical products that we may develop. For
example, we cannot be certain that the medical community will
accept our new multifunctional electrosurgical generator and pro-
prietary hand-switching bipolar electrosurgical instruments over
traditional monopolar electrosurgical generators.

In addition, our future success depends, in part, on our ability to
develop additional products. Competitors may develop products
that are more effective, cost less, or are ready for commercial in-
troduction before our products. If we are unable to develop ad-
ditional commercially viable products, our future prospects could
be adversely affected.

Market acceptance of our products depends on many factors,
including our ability to convince third party distributors and cus-
tomers that our technology is an attractive alternative to other
technologies, to manufacture products in sufficient quantities and
at acceptable costs, and to supply and service sufficient quantities
of our products directly or through our distribution alliances. in ad-
dition, limited funding available fer product and technology acqui-
sitions by end users of our products, as well as internal obstacles
to end user approval of purchases of our products, could harm
acceptance of our products. The industry is subject to rapid and
continuous change arising from, among other things, consolida-
tion and technological improvements. One or more of these factors
may vary unpredictably, which could materially adversely affect our
competitive position. We may not be able to adjust our plan of
development to meet changing market demands.

Changes In The Health Care Industry May Require Us To
Decrease The Selling Price For Our Products Or Could
Result In A Reduction In The Size Of The Market For Our
Products, Each Of Which Could Have A Negative Impact
On Our Financial Performance.

Trends toward managed care, health care cost containment, and
other changes in government and private sector initiatives in the
United States and other countries in which we do business are
placing increased emphasis on the delivery of more cost-effective
medical therapies that could adversely affect the sale and/or the
prices of our products. For example:

> there has been a consolidation among health care
facilities and purchasers of medical devices in the
United States who prefer to limit the number of
suppliers from whom they purchase medical products,
and these entities may decide to stop purchasing
our products or demand discounts on our prices;

> major third-party payors of hospital services,
including Medicare, Medicaid and private health
care insurers, have substantially revised their
payment methodologies, which has resulted in
stricter standards for reimbursement of hospital
charges for certain medical procedures;

> Medicare, Medicaid and private health care
insurer cutbacks could create downward
price pressure on our products;

> numerous legislative proposals have been
considered that would result in major reforms
in the U.S. health care system that could
have an adverse effect on our business;

> there is economic pressure to contain health
care costs in international markets; and

> there have been i ives by third-party
payors to challenge the prices charged for
medical products that could affect our ability
to sell products on a competitive basis.

Both the pressures to reduce prices for our products in response to
these trends and the decrease in the size of the market as a result
of these trends could adversely affect our levels of revenues and
profitability of sales.

To Market Our Products under Development We Will
First Need To Obtain Regulatory Approval. A Failure
To Comply With Extensive Governmental Regulations
Could Subject Us To Penalties And Could Preclude Us
From Marketing Our Products.

Our research and development activities and the manufacturing, label-
ing, distribution and marketing of our existing and future products are
subject to regufation by numerous governmental agencies in the United
States and in other countries. The Food and Drug Administration (FDA)
and comparable agencies in other countries impose mandatory proce-
dures and standards for the conduct of dinical trials and the production
and marketing of products for diagnostic and human therapeutic use.

Products we have under development are subject to FDA approval
or clearance prior to marketing for commercial use. The process of
obtaining necessary FDA approvals or clearances can take years
and is expensive and full of uncertainties. Our inability to obtain
required regulatory approval or clearance on a timely or accept-
able basis could harm our business. Further, approval or clearance
may place substantial restrictions on the indications for which the
product may be marketed or to whom it may be marketed. Further
studies may be required to gain approval or clearance for the use
of a product for clinical indications other than those for which the
product was initially approved or cleared or for significant changes
10 the product.

Furthermore, another risk of application to the FDA relates to the
requlatory classification of new products or proposed new uses for
existing products. In the filing of each application, we are required
to make a judgment about the appropriate form and content of
the application. If the FDA disagrees with our judgment in any par-
ticular case and, for example, requires us to file a PMA application
rather than allowing us to market for approved uses while we seek
broader approvals or requires extensive additional clinical data, the
time and expense required to obtain the required approval might be
significantly increased or approval might not be granted. Approved
and cleared products are subject to continuing FDA requirements
relating to quality control and quality assurance, maintenance of
records, reporting of adverse events and product recalls, documen-
tation, and labeling and promotion of medical devices.

The FDA as well as foreign requlatory authorities require that our
products be manufactured according to rigorous standards. These
regulatory requirements may significantly increase our produc
tion costs and may even prevent us from making our products
in amounts sufficient to meet market demand. If we change our
approved manufacturing process, the FDA may need to review
the process before it may be used. Failure to develop our manu-
facturing capability may mean that even if we develop promising
new products, we may not be able to produce them profitably, as
a result of delays and additional capital investment costs. In ad-
dition, failure to comply with applicable requlatory requirements
could subject us to enforcement action, including product seizures,
recalls, withdrawal of clearances or approvals, restrictions on or
injunctions against marketing our product or products based on
our technology, and civil and criminal penalties.
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CONSOLIDATED BALANCE SHEETS

September 30, 2004 2003
ASSETS
Current Assets:
Cash and cash equivalents $ 2,322,559 $ 2,305,556
Accounts receivable, net 646,224 376,915
Inventory 781,604 775,183
Prepaid items and other current assets 146,411 268,371
Deferred income taxes 79,752 51,431
Total Current Assets 3,976,550 3,777,456
Property, Plant and Equipment, Net 147,967 156,697
Goodwill 153,616 153,616
Intangible Assets, Net 218,398 256,681
Other Assets 26,707 29,963
Total Assets $ 4,523,238 $ 4,374,413
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:
Accounts payable and accrued expenses $ 245,828 $ 216,457
Deferred revenue 5,750 -
Income taxes payable 6,491 -
Total Current Liabilities 258,069 216,457
Deferred Income Taxes 15,743 19,950
Total Liabilities 273,812 236,407
Commitments and Contingencies
Stockholders' Equity:
Preferred stock - -
Common stock, no par, 20,000,000 shares authorized, shares issued
and outstanding at September 30, 2004 and 2003 - 7,913,712 3,528,530 3,528,530
Retained earnings 720,896 609,476
4,249,426 4,138,006
Total Liabilities and Stockholders’ Equity $ 4,523,238 $ 4,374,413

The accompanying notes are an integral part of these financial statements.
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CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY

For the years ended September 30, 2004, 2003 and 2002

Common Stock
No Par Value

Number Common Total
of Stock Retained Stockholders’
Shares Amount Earnings Equity
Balances, October 1, 2001 8,067,812 $ 3,748,724 $ 120,024 $ 3,868,748
Purchases and Retirement of
Common Shares (26,500) (46,878) - (46,878)
Net Income for the Year Ended
September 30, 2002 - - 380,527 380,527
Balances, September 30, 2002 8,041,312 3,701,846 500,551 4,202,397
Purchases and Retirement of
Common Shares (127,600) (173,316) - (173,316)
Net Income for the Year Ended
September 30, 2003 - - 108,925 108,925
Balances, September 30, 2003 7,913,712 3,528,530 609,476 4,138,006
Net Income for the Year Ended
September 30, 2004 - - 111,420 111,420
Balances, September 30, 2004 7,913,712 $ 3,528,530 $ 720,896 $ 4,249,426

The accompanying notes are an integral part of these financial statements.
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Notes To Consolidated Financial Statements

The Company and Summary of
Significant Accounting Policies

THE COMPANY

Valley Forge Scientific Corp. ("VFSC") was incorporated on March 27,
1980 in the Commonwealth of Pennsylvania and is engaged in the
business of developing, manufacturing and selling medical devices and
products. On August 18, 1994, VFSC formed a wholly-owned subsid-
iary, Diversified Electronics Company, Inc. ("DEC”), a Pennsylvania
corporation, in order to continue the operations of Diversified
Electronics Corporation, a company which was merged with and into
VFSC on August 31, 1994. VFSC and DEC are referred to herein as the
“Company”.

PRINCIPLES OF CONSOLIDATION AND BASIS OF
PRESENTATION

The accompanying financial statements consolidate the accounts of
the parent company and its wholly-owned subsidiary. All significant
intercompany accounts and transactions have been eliminated in con-
solidation.

USE OF MANAGEMENT’S ESTIMATES

The preparation of financial statements in conformity with generally
accepted accounting principles requires management to make esti-
mates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date
of the financial statements and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from
those estimates.

CASH AND CASH EQUIVALENTS

The Company considers cash equivalents to be ali highly liquid invest-
ments with original maturities of three months or less. Substantially aff
cash and cash equivalents are held in one major financial institution.

SEGMENT INFORMATION

The Company has one operating segment comprised of its bipolar
electrical generators and instrumentation products. The Company's
business is conducted entirely in the United States. Major customers
are discussed in Note 10.

FAIR VALUE OF FINANCIAL INSTRUMENTS

Carrying amounts of certain of the Company’s financial instruments,
including cash and cash equivalents, receivables, accounts payable

and other accrued expenses approximate fair value because of their
short maturities.

RECLASSIFICATIONS

Certain reclassifications have been made to prior year balances to con-
form to the current presentation.

REVENUE RECOGNITION

The Company sells its products to U.S. based national and interna-
tional distributors and dealers which include Codman and Shurtleff,
Inc. ("Codman”), an affiliate of a major medical company. A sign
cant part of the Company’s sales are made pursuant to a distribution
agreement with Codman, the Company’s largest customer, which pro-
vides for worldwide exclusive distribution rights of neurosurgery prod-
ucts during the term of this agreement. This distribution agreement
includes a minimum purchase obligation which is adjusted annually
during the term of the agreement. It also includes a price list for the
specified products, which is fixed for a period of time, after which these
prices are subject to adjustment by the Company due to changes in
manufacturing cost or technological improvements to the products.
In November 2003, this agreement was extended for three months
to March 31, 2004, with a minimum purchase obligation during this
period of $1,000,000. In March 2004, the agreement was further
extended for three months through June 30, 2004, with a minimum
purchase obligation during that period of $1,000,000 and on June 29,
2004, it was extended again through September 30, 2004, with the
same $1,000,000 minimum purchase obligation during that period. All
other terms of the distribution agreement remained in full force and
effect for the year ended September 30, 2004. (See Subsequent Events
for explanation of a new agreement with this customer).

During the three months ended March 31, 2004, Codman elected to
pay the Company $57,920, pursuant to the distribution agreement in
lieu of purchasing approximately $116,000 of product which would
have been required to meet the minimum purchase obligation under
the agreement, as extended, for the period. The Company received
the payment on April 16, 2004. The amount received is included in
sales for the year ended September 30, 2004. Had this amount not
been recorded, sales would have been $4,698,519 for the year ended
September 30, 2004 and gross profit would have been $2,382,215
(50.7% of sales). No such payment to the Company was required in the
quarters ended June 30, 2004 or September 30, 2004.

Product revenue is recognized when the product has been shipped
which is when title and risk of loss has been transferred to the cus-
tomer. Service revenue substantially relates to repairs of products and
is recognized when the service has been completed. Revenues from
license and royalty fees are recorded when earned.

The Company reduces revenue for customer returns and allowances. In
addition, the Company accrues for warranty cost and other atlowances
based on its experience and reflects these accruals in cost of sales or
administrative expense as applicable.

INVENTORY

inventory is stated at the lower of cost, determined by the moving
average cost method, or market. The Company provides inventory al-
lowances based on slow-moving and obsolete inventories.

PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipment are recorded at cost. Depreciation is
computed by the straight-line method over the estimated useful lives
of the assets, which vary from three to thirty-nine years. Leasehold
improvements are being amortized over the related lease term or esti-
mated useful lives, whichever is shorter.

Upon retirement or other disposition of these assets, the cost and re-
lated accumulated depreciation are removed from the accounts and
the gains or losses are reflected in the results of operations. Routine
maintenance and repairs are charged to expense as incurred.

INTANGIBLE ASSETS AND GOODWILL

Intangible assets, consisting of patents, licensing agreements, propri-
etary know-how, logos and cost of acquisition are amortized to opera-
tions under the straight-line method over their estimated useful lives
or statutory lives, whichever is shorter. Acquisition costs have been
capitalized and are being amortized over 5 years. All other intangible
assets, except for goodwill, are being amortized over periods ranging
from 10 to 17 years.

The Company accounts for goodwill in accordance with Statement
of Financial Accounting Standards No. 142, "Goodwill and Other
Intangible Assets” (SFAS 142), which addresses the financial account-
ing and reporting standards for goodwill and other intangible assets
subsequent to their acquisition. This accounting standard requires that
goodwill no longer be amortized, and instead, he tested for impairment
on a periodic basis. Pursuant to adoption of this accounting standard,
on October 1, 2001, a transitional impairment test was completed on
March 31, 2002, and no impairment was identified. Subsequent im-
pairment tests have been performed annually as of March 31, 2003
and 2004 and no impairment has been identified. In accordance with
SFAS 142, the Company discontinued the amortization of goodwill ef-
fective October 1, 2001. Therefore, goodwill has not been amortized in
any year presented in these financial statements.
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Notes To Consolidated Financial Statements (continued)

The Company provided for estimated doubtful accounts through
charges to selling, general and administrative expenses for $5,179,
$ - 0 - and $50,003 for the years ended September 30, 2004, 2003
and 2002, respectively, and wrote-off $ - 0-, $ - 0 -, and $34,375,
respectively, against this allowance for these periods.

In addition, during the year ended September 30, 2004 the Company
increased the allowance by approximately $8,400 based on its expe-
rience with sales returns, primarily related to medical products and
instruments.

During the year ended September 30, 2003, the Company recorded a
benefit of $43,000 arising from the collection of an account receivable
which had been previously provided for, and further reduced the allow-
ance by approximately $2,700.

3 | Inventory

The Company provides an allowance for slow moving and potentially
obsolete inventory. Inventory consists of the following:

4 | Property, Plant And Equipment

Useful Life September 30,

(Years) 2004 2003
Land - $ 11,953 § 11,953
Buildings and improvements 15-39 103,467 94,832
Furniture and fixtures 5-7 17953 17,953
Laboratory equipment 5-10 378,159 370,119
Office equipment 5 185530 181,318
Leasehold improvements 3-5 9,413 9,413
706,475 685,588

Less: Accumulated depreciation
and amortization 558,508 528,891
$ 147967  $156,697

—_— =

Depreciation is reflected in both cost of sales and selling, general and ad-
ministrative expenses. Total depreciation for the years ended September 30,
2004, 2003 and 2002 was $29,617, $26,343 and $21,174, respectively. In
addition, in accordance with SFAS 144, the Company wrote down certain

September 30, molding equipment intended to be utilized in the production of certain dis-
2004 2003 posable surgical products, to their estimated fair values. For the years ended
September 30, 2004, 2003 and 2002, the Company wrote down $ - 0 -,
Finished goods $ 94,405 $ 88401  $16,500 and $5,300, respectively. These write downs are included in the
. Work-in-process 396,810 316,600  statement of operations under the caption "Other Income (Expense), Net".
Materials and parts 424,052 433,459
915267 838460 5 | Intangible Assets
Less: Allowance for slow moving Intangible assets consist of the following:
and obsolete inventory 133,663 63,277
Useful Life September 30,
$781,604 $775183 (Years) 2004 2003
The Company provided for obsolete and slow moving inventory through  Patents/trademarks/logos,
charges to cost of sales for $70,386, $109,635 and $52,875 in the years end- licensing agreements 17 $573,804 § 571,617
ed September 30, 2004, 2003 and 2002, respectively, and wroteoff $-0-,  Proprietary know-how ’ 15 452,354 452,354
$134,928 and $41,183, respectively, against this allowance in these periods. Acquisition costs 5 55,969 55,969

1,082,127 1,079,940

Less: Accumutated amortization 863,729 823,259

$ 218,398  § 256,681

————

Total amortization for the years ended September 30, 2004, 2003 and 2002
was $40,470, $40,298 and $63,610, respectively. Amortization for the years
ended September 30, 2005, 2006, 2007, 2008 and 2009 is estimated to be
$40,778, $40,778, $40,665, $40,131 and $34,902, respectively.

During the year ended September 30, 2003, a patent for the technology un-
derlying the "aperiodic” wave form utilized in some of the Company'’s prod-
ucts expired. The remaining patent, which relates to the Company's current
bi-polar generators expires in the fiscal year ending September 30, 2011.

6 | Related Party Transactions

LOANS RECEIVABLE

On July 6, 1998, Jerry L. Malis, a principal shareholder, director and
officer of the Company, borrowed $15,015 from the Company. The
note is payable on demand and has a stated rate of interest of 5.42%,
the then current "Applicable Federal Rate” as set forth under the
Internal Revenue Code. The Company has additional loans due from
Jerry L. Malis payable on demand with similar interest terms as stated
above ranging from 4.83% to 6.97%. The collective loans, which to-
tal $41,792 as of September 30, 2004, are partially secured by 5,833
shares of common stock of the Company. As of September 30, 2004
the pledged stock had a value of approximately $9,333.

The balance of these loans is included on the balance sheet under the
caption “prepaid items and other current assets” and as of September
30, 2004 and 2003, was $41,792 and $45,979, respectively, which
includes accrued interest of $20,461 and $18,148, respectively.

CONSULTING SERVICES

During 2004, 2003 and 2002, the Company engaged R.H. Dick and
Company, Inc., a corporation owned by Robert H. Dick, a director of
the Company, to provide certain investment hanking and consulting
services. For the years ended September 30, 2004, 2003 and 2002,
the Company incurred consulting fees for these services, excluding re-
imbursement of out-of-pocket expenses in an amount totaling $7,500,
$10,000 and $10,000, respectively. As of September 30, 2004 and
2003, the Company owed R.H. Dick and Company $-0-and $5,000,
respectively. The liability is reflected on the balance sheet under the
caption “accounts payable and accrued expenses”.

Also, commencing in June 2004, the Company engaged Bruce Murray,
a director, fo provide certain business consulting services. The fees for
these services totaled $30,025, exciuding reimbursements of out-of-
pocket expenses. The amount owed Bruce Murray at September 30,
2004 was $12,128 and is reflected on the balance sheet under the

caption “accounts payable and accrued expenses”.
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Notes To Consolidated Financial Statements (continued)

date of grant in the case of an incentive stock option and not less than
85% of the fair market value of the Company’s Common Stock as of the
date of grant in the case of a non-qualified stock option, as defined in
section 422 of the Internal Revenue Code.

As referred to in Note 1, the Company has adopted the disclosure pro-
visions of SFAS 123 and SFAS 148. As permitted under these state-
ments, the Company retained its current method of accounting for
stock compensation in accordance with APB 25.

Following is a summary of the Company's various stock option plans:

Weighted
Average
Range of Weighted Remaining
Exercise  Average Contractual
Prices  Exercise Life

Shares  PerShare  Price (Years)

Options outstanding at

October 1, 2001 483,075 $1.13-4.25 $2.29 739

Granted 47500 1.85-275 242 9.64
Exercised - - -
Surrendered, forfeited

or expired (12,725) 113-4.25 255 5.38
Options outstanding at

September 30, 2002 517,850 1.13-4.25 230  6.31
Granted 50,000 1.06-170 1.22 9.46
Exercised - - - -
Surrendered, forfeited

or expired (88,000) 150-3.63 3.1 2.47

Options outstanding at

September 30, 2003 479,850 1.06-4.25 204 655

Granted 30,000 1.79 179 9.50
Exercised - - - -
Surrendered, forfeited

or expired (2,600) 1.85-4.25 1.63

Options outstanding at

September 30, 2004 507,250 $1.06-375 $2.01 5.96

———

As of September 30, 2004, 457,250 of these options outstanding
are vested and are exercisable at prices ranging from $1.06 to $3.75
which correspond to a weighted average exercise price of $1.97 and a
weighted average remaining contractual life of 5.97 years.

Assumptions used in the Black-Scholes option valuation model to
estimate the value of the Company’s options included in pro forma
amounts in Note 1 are as follows:

For the Years Ended September 30,
2004 2003 2002

Risk-free interest (based on
U.S. Government strip bonds
on the date of grant with
maturities approximating
the expected option term)

4.00% 3.65%-4.00% 3.84%-5.13%

Dividend yields 0% 0% 0%

Volatility factors of the
expected market price
of the Company’s
Common Stock (based
on historical data)

7970%  158.4% - 163.9%1651% - 169.7%

Expected life of options 10 Years 10 Years 10 Years
The weighted average fair value of options granted during the years

ended September 30, 2004, 2003 and 2002 were as follows:

2004 2003 2002

Stock Prices Equal to Exercise Price $1.49 $1.21 $2.40
Stock Prices in Excess of Exercise Price
Stock Prices Less than Exercise Price

The Black-Scholes option valuation model was developed for use in
estimating the fair value of traded options which have no vesting
restrictions and are fully transferable. In addition, option valuation
models require the input of highly subjective assumptions including
the expected stock price volatility. Because the Company's stock op-
tions have characteristics significantly different from those of traded
options, and because changes in subjective input assumptions can
terially affect the fair value estimated, in management’s opinion, the
existing models da not necessarily provide a reliable single measure of
the fair value of its stock options. In management’s opinion existing
stock option valuation models do not provide a reliable single measure
of the fair value of employee stock options that have vesting provisions
and are not transferable.

OPERATING LEASES

The Company leases approximately 4,200 square feet of office and ware-
house space in an office building in Oaks, Pennsylvania, from GMM
Associates, a Pennsylvania general partnership, whose partners are Jerry
L. Malis, Leonard I. Malis, (principal shareholders, directors, and/or of-
ficers of the Company), and the Francis W. Gilloway Marital Trust, the
successor in interest to Thomas Gilloway, an officer of the Company
until the time of his death on February 18, 2001. The lease which
commenced on July 1, 1995 for a term of five years provided for a
monthly base rent of $4,716 (with increases based on increases in the
consumer price index) which include costs associated with real estate
taxes, maintenance and utilities. During December 2000, the lease
was extended for an additional term of five years effective as of July 1,
2000 and calls for a monthly base rent of $4,643 (with increases on
June 30th of each year based on increases in the Producer Price Index).
All other terms remain the same. The related expense for this lease for
the years ended September 30, 2004, 2003 and 2002 was $60,517,
$59,608 and $57,740, respectively. As of September 30, 2004, the
Company was current on all rental obligations due the related party.

The Company has also entered into leases for certain equipment under
operating lease agreements with terms ranging between two and four

years.

A schedule of future minimum payments under operating leases is as
follows:

Years ending September 30,

Related QOther

Party Operating
2005 $ 46,400 $ 22,244
2006 - 14,958
2007 - 9,147
2008 - 680
$ 46,400 $ 47,029

9 | Major Customers

For the years ended September 30, 2004, 2003 and 2002, a significant
part of the Company’s revenues were derived from one major customer
pursuant to a distribution agreement under which the Company grant-
ed the exclusive right to sell its electrosurgical systems and other prod-
ucts developed by the Company in the field of neurosurgery. Revenues
derived from this customer are approximately as follows:
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Notes To Consolidated Financial Statements (continued)

13 | Concenirations Of Credit Risk

Financial instruments which potentially subject the Company to con-
centration of credit risk consist principally of short-term cash invest-
ments and trade receivables. The Company maintains substantially all
of its banking activities with one bank and cash balances throughout
the year generally exceeded the federally insured limits of the FDIC
and SIPC of $100,000. The Company typically invests cash balances
which exceed $100,000 in money market accounts, money market mu-
tual funds or short-term municipal securities. At September 30, 2004
and 2003, the balances the Company held in these securities was ap-
proximately $2,234,000 and $2,163,000, respectively. As indicated in
Note 9, at September 30, 2004 and 2003, accounts receivable from
the Company's largest customer comprised approximately 87% and
93%, respectively, of its net accounts receivable. Because these receiv-
ables are due from a subsidiary of a major medical products company,
and arose from sales pursuant to an agreement with this company,
management believes that its potential credit risk associated with this
receivable is minimal.

14 | Quarterly Results (Unaudited)

The following table presents selected unaudited quarterly operating results for the Company's eight quarters ended September 30, 2004 for
continuing operations. The Company believes that all necessary adjustments have been made to present fairly the related quarterly results.

First Second Third Fourth

Fiscal 2004 Quarter Quarter Quarter Quarter Total
Net sales $1,199,469 $ 1132771 $1,274,389 $ 1,149,810 $ 4,756,439
Gross profit 644,165 620,907 652,321 522,742 2,440,135
Income (loss) from

operations 121,858 13,612 109,721 (67,137) 178,054
Net income (loss) 72,979 7579 65,006 (34,144) 111,420
Basic and diluted net income (loss)

per common share $ 0.01 $ 0.00 $ 0.01 $  (0.00) $ 0.01

Fiscal 2003
Net sales $1,019,942 $ 1,289,136 $1,081,872 $1,083,358 $ 4,474,308
Gross profit 486,355 665,733 583,749 473,569 2,209,406
Income from operations 60,639 45,742 43,230 5,816 155,427
Net income 40,139 29,593 37,353 . 1,840 108,925

g

Basic and diluted net income
per common share $ 0.0 $ 000 $ 0.01 $ 000 $ 0.01
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Valley Forge Scientific Corp. and Subsidiary
Qaks, Pennsylvania

We have audited the accompanying consolidated balance sheets of Valley Forge Scientific Corp. and Subsidiary as of September 30, 2004 and 2003 and the related consolidated statements of operations,
stockholders’ equity and cash flows for each of the three years in the period ended September 30, 2004. These financial statements are the responsibility of the Company’s management. Our responsibility is
1o express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with standards of the Public Company Accounting Oversight Board (United States). Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.
An audit also includes assessing the accounting principles and significant estimates made by management, as well as evaluating the overall financial statement presentation. We believe that our audits provide
a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the finandial position of Valley Forge Scientific Corp. and Subsidiary as of September 30, 2004 and 2003, and the
results of its oc.@.mwm@& and its cash flows for each of the three years in the period ended September 30, 2004, in conformity with U. 5. generally accepted accounting principles.

SAMUEL KLEIN AND COMPANY

Newark, New Jersey
November 19, 2004
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e 2 VIANLLEY FORGIE

ENTIFIC CORP « 136 GREENTREE ROAD, SUITE 100 « P.O. BOX 1179 » OAKS, PA 19456
‘ 10-666-7500 « 610 -G66B-7565 ¢ - WWW.VLFG.COM
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